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LETTER OF TRANSMITTAL 





Wasuineton, May 8, 19657. 
Hon. JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

My Dear Mr. CuHartrman: I am transmitting a report by an 
advisory group, appointed by the Subcommittee on Internal Revenue 
Taxation to study Subchapter K of the Internal Revenue Code of 
1954, relating to the income tax treatment of partners and partner- 
ships. This report contains only the changes which the advisory 
group recommends for consideration at this session of Congress. 

The advisory group was appointed by the subcommittee on No- 
vember 28, 1956, to assist the subcommittee in its study of subchapter 
K of the 1954 Code. The advisory group consists of the following 
members: Messrs. Abner Hughes, Harry Janin, Mark H. Johnson, 
Paul Little, Donald McDonald, Herbert B. Story, Laurens Williams, 
and Arthur B. Willis, chairman. 

This is the first report submitted by the advisory group and has 
not, as yet, been considered or approved by the Subcommittee on 
Internal Revenue Taxation, or any member thereof. In order for 
the committee to consider the changes suggested in time for legis- 
lative action at this session of Congress, it is hoped that the com- 
mittee will hold public hearings on this report at an early date. 

Respectfully submitted, 

Witsur D. Mitts, 


Chairman, Subcommittee on Internal Revenue Taxation. 
mm 
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May 8, 1957. 
Hon. WiiBur D. MILts, 
Chairman, Subcommittee on Internal Revenue Taxation, 
Jommittee on Ways and Means, 
United States House of Representatives, Washington, D. C. 

Dear Mr. Mitts: There is hereby submitted the first report of 
the advisory group on subchapter K of the Internal Revenue Code of 
1954, relating to partners and partnerships, to the Subcommittee on 
Internal Revenue Taxation of the House Committee on W ays and 
Means. 

This report contains 11 recommendations by the advisory group for 
consideration by the Subcommittee on Internal Revenue Taxation for 
legislative action. Some of the topics have been selected because 
it believed that early legislative action in these areas is important to 
the effective operation ‘of the partnership provisions involved, and 
others because they represent areas where it is believed adequate so- 
lutions to the problems already are at hand. It is recognized that 
important problems exist in areas not included in the current recom- 
mendations. The advisory group in fact is presently analyzing addi- 
tional problems of a less pressing nature, or involving more difficulty 
in finding adequate solutions, with the expectation of making another 
report later in the 85th Congress. 

For the most part, the advisory group has refrained from making 
suggestions for changes in provisions it believes may require further 
revision. However, in a few cases it was believed that an unintended 
benefit or hardship was sufficiently serious to justify immediate legis- 
lative action, even though further study may subsequently result in 
recommendations for further legislative changes in that provision. 

Respectfully yours, 
ArtuurR B. WILLIs, 
Chairman. 

ABNER HuGHEs, 

Vice Chairman. 
Donato McDona.p 
Hersert B. Story. 
LauRENS WILLIAMS. 
Harry JANIN. 
Mark H. Jonnson. 
Pau LittTLex. 





FIRST REPORT OF THE ADVISORY GROUP ON 
PARTNERSHIPS 





1. Section 702 (b) and (d). Level for determining character of income 
and application of limitations 

Section 702 (b) of the 1954 Code provides that only the items 
of income, gain, loss, deduction, or credit which were included in a 
partner’s distributive share under paragraphs (1) through (8) of 
subsection (a) of section 702 are to retain their original character in 
the hands of the partner as though they were realized directly by 
him from the same source from which realized by the partnership 
and in the same manner. After excluding such items, the remaining 
income or loss became ordinary income or loss without any character 
other than “partnership income or loss.” 

Your advisory group has concluded that section 702 (b) should be 
amended so that the partnership is purely a conduit and so that the 
character of any and all partnership items carries over into the hands 
of the partners individually. 

Moreover, the 1954 Code is not clear whether limitations are 
imposed at the partner or at the partnership level. Your advisory 
group has concluded that the 1954 Code should be clarified and that 
any limitations on the includability or deductibility of an item should 
be imposed at the partner, not the partnership, level. 

Your advisory group was not able to complete its study of sections 
703, 704, and 705 by the due date of this report. It may also develop 
in the study of section 704 that it will be possible to simplify section 
702 (a) considerably. 

(a) Character of items constituting distributive share. The conduit 
principle established by section 702 (b) of the 1954 Code is continued 
in the advisory groups recommendation with minor modifications. 
Had the regulations under this section not been written as broadly as 
they were, a partner would have been deprived of the retirement 
income credit arising from rents received through a partnership. Your 
advisory group proposes that the character of all partnership items, 
not just certain listed items, carry over into the hands of the individual 
partners. Hence, whether or not the item is separately stated by the 
partnership will become completely immaterial in determining its 
character in the hands of the partners. It is proposed, therefore, that 
section 702 (b) be amended to read somewhat along the following 
lines: 


(b) CHARACTER OF ITEMs CONSTITUTING DISTRIBUTIVE SHARE.—The character 
of any item of income, gain, loss, deduction, or credit included in a partner’s 
distributive share under subsection (a) shall be determined as if such item were 
realized directly from the source from which realized by the partnership or incurred 
in the same manner as incurred by the partnership. 


This differs from exisiting law only in that it provides that the items 
covered by paragraph (9) of subsection (a), as well as the items listed 
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in paragraphs (1) through (8) of subsection (a), are to retain their 
character in the partner’s hands. 

(b) Limitations in computing taxable income. Although various sec- 
tions of the code impose limits upon the amount of an item (generally 
a deduction item) which is to be taken into account in computing 
taxable income, subchapter K does not make it clear whether the code 
imposes these limitations at the partnership or at the partner level. 
The advisory group considered the following types of limitation: 

A. A fixed dollar limitation (such as sec. 116 relating to exclusion 
of $50 of dividends received by individuals; sec. 270 limiting hobby 
losses to $50,000 each year; sec. 615 limiting exploration expenditures 
to $100,000; and sec. 1211 (b) limiting the deduction of capital losses 
to $1,000 in excess of capital gains). 

B. A percentage of gross income (such as sec. 175 limiting deduct- 
ible soil and water conservation expenditures to 25 percent of gross 
income derived from farming). 

C. A percentage of adjusted gross income (such as sec. 170 (b) 
limiting charitable contributions to 20 or 30 percent of the taxpayer’s 
adjusted gross income). 

D. A percentage or proportion of taxable income (such as sec. 35 
(b) (2) limiting the credit for partially tax-exempt interest to 3 percent 
of the taxable income; sec. 613 limiting the deduction for depletion 
to 50 percent of the taxable income from the property ; sec. 904 limiting 
the foreign tax credit in proportion to the taxpayer’s taxable income 
from sources within the foreign country; and sec. 1211 (b) limiting 
the deduction for capital losses to taxable income). 

E. Similar or related items of income, gain, loss, deduction, or 
credit (such as sec. 165 (d) limiting wagering losses to wagering 
gains; sec. 111 limiting the inclusion of bad debt recoveries, prior 
taxes, and the like, to the amount of tax benefit from the same item; 
and sec. 1211 limiting capital losses in part to the amount of capital 
gains). 

The advisory group concluded that if such limitations were imposed 
at the partnership level it would permit individual taxpayers to exceed 
the limitation set by the statute simply by forming a number of part- 
nerships. Moreover, it would work out unfairly where a large num- 
ber of partners share the same item. If the limits were imposed at 
both the partnership and partner levels, they would discriminate 
against the partnership form of business. The advisory group assumes 
that the limits set in the code generally are the amount intended to 
be allowed to any single individual taxpayer. The advisory group 
recognizes certain accounting complexities which, from the point of 
view of imposing the limitations, may arise from the very nature of 
the conduit principle when a single partnership allocates income to 
partners differently situated. 

The advisory group recommends that the statute be made clear by 
adding a new subsection (d) to section 702, that wherever a limitat- 
tion is imposed upon the includability or the deductibility of an 
item, each partner is entitled to his full share up to the statutory 
limit and that the partnership is disregarded for this purpose. The 
advisory group, therefore, proposes that the new subsection 702 (d) 
read approximately as follows: 


(d) Limrrations 1n Computine TaxaBLE INcome.—If any limitation on the 
amount of the exclusion or deduction of any item of income, gain, loss, deduction, 
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or credit affecting the computation of taxable income is expressed in terms of a 
fixed amount, or a percentage of income, such limitation shall be applied only in 
the computation of each Foes taxable income separately and not to the 
partnership computation of income. 

This amendment is intended to clarify, and not to change, present law. 
Moreover, the advisory group did not consider that the word “lim- 
itation” as used in the proposed amendment would correctly describe 
the restrictions on the choice of depreciation methods under section 
167. It was the conclusion of the group that such choice actually 


represented an election within the meaning of the present section 
703 (b). 


2. Section 702 (c). Gross income of a partner 
Section 702 (c) of the 1954 Code states: 


In any case where it is necessary to determine the gross income of a partner for 
purposes of this title, such amount shall include his distributive share of the gross 


income of the partnership. 

Gross income of the partnership as used here is not reduced by any 
guaranteed payments made by the partnership to the partners. 
Section 707 (c), however, also provides that guaranteed payments 
are to be included in gross income for purposes of section 61 (a). 

As the result of the interrelationship of sections 702 (c) and 707 (c), 
the law may be interpreted as requiring the inclusion of guaranteed 
payments in a partner’s gross income twice, once as a portion of his 
distributive share of the partnership gross income and once directly 
as guaranteed payments. 

It is suggested that section 702 (c) be amended somewhat along 
the following lines: 


(c) Gross INcoME oF a ParRTNER.—In any case where it is necessary to 
determine the amount of the gross income of a partner for purposes of this title, 
such amount shall include the excess of his distributive share of the gross income 
of the partnership over any payments from the partnership included in his gross 
income as the result of the application of section 707. 

To conform the above change with respect to the definition of 
gross income of a partner with that used in connection with self- 
employment income, clauses (iii) and (iv) immediately following 
paragraph (8) in section 1402 (a) probably should also be amended 
to strike out ‘‘(c)’’ where reference is made to section 707 (c). 

3. Section 703 (b). Organizational expenditures 

Decisions by the Tax Court in Abe Wolkowitz, et al., Tax Court 
memorandum decision (1949), and Meldrum and Fewsmith, Inc., 20 
T. C. 790, 807, affirmed on other issues, 230 F. 2d 283, hold that legal 
fees incurred in the organization of a partnership are capital expendi- 
tures and cannot be deducted by the partnership. 

Section 248 permits a corporation, if it so elects, to deduct its 
organizational expenditures over a period of 5 years. The proposed 
addition to section 703, permitting the deduction of expenses relating 
to the formation of a partnership or the revision of the partnership 
agreement, differs from section 248 in the following respects: 

(a) Deduction is allowed over a fixed period of 60 months with- 
out any election being required by the partnership. Under sec- 
tion 248 the corporation may elect to treat organizational expenses 
as deferred expenses and to deduct them ratably over a period of 
‘not less than 60 months.”’ 
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(b) Subparagraph (B) of the proposed section 703 (c) provides 
that any organizational expenses not previously deductible by the 
partnership. become deductible by the partnership for the taxable 
year of its termination under section 708 (b). The same result 
is already established by court decisions in the field of corporate 
tax law when a corporation is liquidated. 

(c) The “organizational expenses” of a partnership are amor- 
tized over a period of 60 months after such expenses were paid 
or incurred. Under section 248 the organizational expenses of a 
corporation are deductible over a period of 60 months “beginning 
with the month in which the corporation begins business.’’ Sec- 
tion 248 creates a hiatus as to amortization of organizational 
expenses which may not be billed to the corporation until several 
months after it has begun business. Further, the commencement 
of the amortization period with the date of beginning business 
is not practicable in the partnership situation since “organiza- 
tional expenses” of a partnership are defined as including eXx- 
penses that may be incurred by the partnership more than 5 years 
after it began business. (See point (d) below. ) 

(d) The term “organizational expenses”’ is defined as including 
expenses not necessarily related to the formation of the partner- 
ship. The term is expressly broadened to include costs of pre- 
paring or revising the partnership agreement after the partnership 
is formed. The term also includes the costs of preparing or 
amending a buy-and-sell agreement. 

(e) No attempt is made to exclude from “organizational 
expenses” the costs of obtaining capital contributions. Such 
costs are usually nominal in the case of a partnership and are 
extremely difficult to segregate from the cost of forming the 
partnership. In a partnership there are not the legal costs and 
expenses involved in capital contributions that are found in con- 
nection with the issuance of capital stock of a corporation. 

To provide for the deduction of partnership organizational expenses 


in the manner described above, it is recommended that subsection (b) 
of section 703 be redesignated as subsection (c) and that a new sub- 
section (b) along the following lines be adopted: 





(b) DEDUCTION OF ORGANIZATIONAL EXPENSES OF PARTNERSHIP.— 

(1) ALLOWANCE OF DEDUCTION.—A deduction, taken into account in the 
manner provided in paragraph (2), shall be allowed to the partnership for 
the organizational expenses (as defined in paragraph (3) ) of the partnership. 

(2) PERIOD FOR WHICH DEDUCTION Is ALLOWABLE.—This deduction for or- 
ganizational expenses of the partnership shall be taken into account by 
the partnership— 

(A) for a period of 60 months beginning with the month in which 
such expenses were paid or accrued, and 

(B) any organizational expenses not previously deductible by the 
partnership shall be deductible by the partnership for its taxable year 
in which, or with which, the partnership is terminated in the manner 
described in section 708 (b). 

(3) DEFINITION OF ORGANIZATIONAL EXPENSES.—For purposes of this sub- 
section, the term “organizational expenses” includes any expenditure which 
is incident to— 

(A) the creation of a new partnership, 
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(B) the preparation of a partnership agreement for an existing 
partnership. 


(C) the amendment of an existing partnership agreement, or 

(D) the preparation or amendment of any agreement relating to the 
purchase or retirement of the interest of a withdrawing or deceased 
partner. 

‘The advisory group believes that the above amendment should be 
effective with respect to partnership expenses incurred in the future. 
Consideration might also be given to provision for amortization of 
organizational expenses previously paid or accrued but not deducted. 
These might be allowed as deductions over a 60-month period be- 
ginning with the first month after the effective date applicable to 
this provision. 

4. Section 706 (6). Changing or adopting a taxable year 

Section 706 (b) (1) provides that a partnership may not change 
to, or adopt, a taxable year other than that of all of its principal 
partners unless it establishes a business purpose therefor. Section 
706 (b) (2) also requires a business purpose before a partner may 
change to a year other than that of a partnership in which he is a 
principal partner. Section 706 (b) (3) defines a principal partner as 
one having an interest of 5 percent or more in partnership profits or 
capital. 

Section 706 (b) (1) as described above, would appear to require 
establishment to the satisfaction of the Secretary or his delegate of a 
business purpose before a partnership can adopt any year where its 
principal partners are on different taxable years. However, the 
regulations on this point (sec. 1.706—1 (b) (1) (ii)) provide that a 
newly formed partnership may adopt a calendar year as its taxable 
year without securing prior approval from the Commissioner if all 
of its principal partners are not on the same taxable year. Presum- 
ably the authority for this is contained in sections 441 (b) (2) and 
441 (g) (3) of the 1954 Code. The advisory group favors the policy 
of permitting a partnership to adopt the calendar year as its taxable 
year without the consent of the Secretary or his delegate where the 
principal partners have different taxable years. It is recommended 
that this policy be clearly established by amending section 706 (b) (1). 

It has been suggested that section 706 (b) (1) be further amended 
to provide that in the case of the formation of a new partnership, a 
partnership should be free to select any fiscal year it may desire. In 
this connection, the advisory group recognizes the importance of 
encouraging taxpayers to select fiscal years other than the calendar 
year in order to spread throughout the year the workload of preparing 
tax returns and year-end statements. At the same time it is recog- 
nized that the selection of a partnership year different from that of 
the partners may result in a substantial lag in the reporting of income 
for tax purposes. In view of these conflicting considerations the 
advisory group desires to consider this problem further before making 
any recommendation. 

As indicated above, section 706 (b) (2) would seem to indicate that 
a principal partner may change his taxable year to that of the partner- 
ship without obtaining the consent of the Secretary or his delegate. 
However, the regulations on this section (sec. 1.706—1 (b) (2)) indicate 
that a partner may not change his taxable year without securing prior 
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approval from the Commissioner. This requirement is based on the 
fact that section 442 provides that if a taxpayer changes his annual 
accounting period, the new accounting period is to become the tax- 
payer’s taxable year only if the change is approved by the Secretary 
or his delegate. The advisory group approves of the policy in the 
present regulations requiring the taxpayer to obtain the consent of the 
Commissioner in all cases before changing his taxable year because— 
(a) problems may arise where an individual is a principal 
partner in more than one partnership, 
(6) there are problems respecting the interrelationship of the 
taxable year of a partner with that of his spouse, and 
2) the partnership income may be only a minor portion of a 
taxpayer’s income. 
It is recommended, therefore, that section 706 (b) (2) be amended to 
make it clear that this consent must be obtained. Moreover, it is 
believed that it is no longer necessary to provide a special ‘‘business 
purpose”’ rule in section 706 (b) (2) since the regulations under section 
442 indicate that a “substantial business purpose” rule is applicable 
in connection with that section. The advisory group believes that the 
effect of referring to section 442 as a substitute for the present provi- 
sion will not generally prohibit a partner from changing his taxable 
year to that of a partnership of which he is a member except in cases 
where there are overriding considerations. 

The regulations under section 442 in part state as follows: 

In general, a change of annual accounting period will be approved where the 

taxpayer establishes a substantial business purpose for making the change. In 
determining whether a taxpayer has established a substantial business purpose for 
making the change, consideration will be given to all the facts and circumstances 
relating to the change, including the tax consequences resulting therefrom. If 
the effect of the change is to defer a substantial portion of the taxpayers’ income, 
or to shift a substantial portion of deductions, from one year to another so as to 
reduce substantially the tax liability of the taxpayer, the change will ordinarily 
not be approved. Further, approval will ordinarily be denied if the effect of the 
change is to cause a similar deferral or shifting in the case of another taxpayer, 
such as a partner, beneficiary, etc., so as to reduce substantially such other tax- 
payer’s tax liability. 
While the advisory group sees no need to treat partners in this connec- 
tion differently from other taxpayers, it does question the emphasis in 
the quoted regulations on tax benefits derived from the deferral of 
income as being sufficient grounds for denying a taxpayer the right to 
change his taxable year. ‘Rather, it is believed that a determination 
should be made as to whether there is asubstantial business purpose and 
that tax benefits arising from any deferral should be taken into account 
as a factor in determining the bona fides of the substantial business 
purpose. The advisory group does not recommend legislation to 
specifically change the above-quoted provisions of the regulations 
because this is beyond the scope of its delegated responsibilities. 
Nevertheless, if the Committee on Ways and Means agrees with the 
opinions expressed by the advisory group, it would appear desirable 
to include in the report of the committee a specific statement of 
congressional intent with respect to the requirements for obtaining 
permission to change a taxable year. 

It has been pointed out that as a result of the definition of a principal 
partner in section 706 (b) (3) as one having an interest of 5 percent or 
more in partnership profits or capital, some cases will arise where no 
limitation is imposed with respect to the adoption of a partnership 
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taxable year because no partner has an interest of 5 percent or more, 
The advisory group believes, however, that such cases are relatively 
few and that any problem oes from the absence of any limitation in 
such cases would not warrant the added complexity of amending the 
statute. 

In view of the advisory group’s recommendations described above, 
it is suggested that paragraphs (1) and (2) of section 706 (b) be amended 
to read along the lines indicated below. No change would be made in 
section 706 (b) (3), however. 

(b) ApopTION OR CHANGE oF TAXABLE YEAR— 

(1) PARTNERSHIP’S TAXABLE YEAR.—The taxable year of a partnership 
shall be determined as though the partnership were a taxpayer. A partner- 
ship may not— 

(A) adopt a taxable vear other than that of all its principal partners 
(except that if all the principal partners do not have the same taxable 
year, the partnership may adopt a calendar year), or 

(B) change to a taxable year other than that of all its principal 
partners, 

unless it establishes, to the satisfaction of the Secretary or his delegate, a 
business purpose therefor. 


(2) PARTNER’S TAXABLE YEAR.—A partner may not change his taxable 
year except as provided in section 442. 


5. Section 706 (c). Close of a taxable year upon the death of a partner 

Section 706 (c) (2) (A) (ji) provides that the taxable year of a 
partnership with respect to a partner who dies shall not close prior 
to the end of the partnership’s taxable year. 

Keeping open the partnership year with respect to a partner who 
dies prevents the possibility of any “bunching” of income for tax 
purposes in the year of death of a partner whose taxable year differs 
from that of his partnership. However, it overlooks the fact that 
where ‘“‘bunching”’ is not a serious problem this may deny the oppor- 
tunity to offset this income against deductions and exemptions avail- 
able in the year of death. It may also deny the benefits of income- 
splitting with respect to this partnership income. The regulations 
(sec. 1.706-—1 (c) (3) (iv)) remedy this situation in part by recognizing 
the closing of a partnership taxable year with respect to a deceased 

artner upon the date of death where there is an agreement to sell 
hie interest at that time. However, this provision of the regulations 
is complicated in its application. 

The advisory group believes that in the usual case where the 
partnership and the partners are on the same taxable year it is even 
more important, in the case of a deceased partner, to have the oppor- 
tunity to offset the partnership mcome against deductions, exemp- 
tions, and other benefits available in the year of death than it is to 
avoid the “bunching” of income by reporting such income in the 
year after the death of the partner. Asa result the group recommends 
that as a general rule the partnership taxable year in the case of a 
deceased partner close at the date of death. However, it is suggested 
that the successor in interest of a deceased partner be given the option 
to continue the year with respect to the deceased partner’s distributive 
share of the partnership income to the normal ending of the partner- 
ship year where there has been no sale, exchange, or liquidation of 
this interest before that date. Where the interest, as a result of the 
partnership agreement or otherwise, has been sold, exchanged, or 
liquidated by reason of a buy-and-sell agreement which is operative 
upon the death of a partner, the successor in interest is to have the 
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option to close the taxable year of the partnership for the deceased 
partner’s interest immediately after the death of the deceased partner. 
Where the interest is disposed of after the partner’s death, the succes- 
sor in interest is to have the option to close the partnership taxable 
year for the decedent’s interest as of the date of the disposition. 

Consideration was given to the desirability of changing the rule on 
the close of the partnership year for a deceased partner for the period 
from 1954 to 1957. However, it was concluded that the complexities 
which would result from provisions in the statute and regulations for 
years which were closed, together with the confusion which would 
result from another elective rule, does not justify retroactive legisla- 
tion. Moreover, the broad regulations issued under section 706 have 
covered many of the problem cases. 

It is suggested that the advisory group’s recommendation might 
ne carried out by amending section 706 (c) to read along the following 
ines: 


(c) CLrosine or PARTNERSHIP YEAR.— 

(1) GENERAL RULE.—Except in the case of a termination of a partnership 
and except as provided in paragraphs (2) and (3) of this subsection, the tax- 
able year of a partnership shall not close as the result of the death of a partner, 
the entry of a new partner, the liquidation of a partner’s interest in the part- 
nership, or the sale or exchange of a partner’s interest in the partnership. 

(2) DEATH OF A PARTNER.—The taxable year of a partnership shall close 
with respect to a deceased partner as of the date of death of such partner, 
unless the successor in interest of such partner files an election not to close 
the taxable year of the partnership with respect to such partner as of such 
date. Such election shall be filed in accordance with regulations prescribed 
by the Secretary or his delegate. In the event such election is filed, the 
taxable year of the partnership shall close with respect to such partner— 

(A) at the close of the partnership taxable year, if the interest of such 
partner is not sold, exchanged, or liquidated prior to the close of the 
partnership taxable year, 

(B) at whichever of the following is the later 

(i) the date of sale, exchange, or liquidation of the interest of the 
deceased partner (if occurring prior to the close of the partnership 
taxable year), or 

(ii) the day following the death of such partner, 

if the interest of such partner is sold, exchanged, or liquidated by reason 
of an agreement which is operative on the death of such partner, or 

(C) on the date of sale, exchange, or liquidation, if the interest of such 
partner is sold, exchanged, or liquidated subsequent to the date of his 
death but prior to the close of the partnership taxable year. 

(3) SALE OR LIQUIDATION OF INTEREST OF A PARTNER.— 

(A) DisPosiITION OF ENTIRE INTEREST.—Except as provided in para- 
graph (2) the taxable year of a partnership shall close— 

(i) with respect to a partner who sells or exchanges his entire 
interest in a partnership, and 

(ii) with respect to a partner whose interest is liquidated. 

Such partner’s distributive share of items described in section 702 (a) 
for such year shall be determined, under regulations prescribed by the 
Secretary or his delegate, for the period ending with such sale, exchange, 
or liquidation. 

(B) DisposiTIoN OF LESS THAN ENTIRE INTERBST.—The taxable year 
of a partnership shall not close (other than at the end of a partnership’s 
taxable year) with respect to a partner who sells or exchanges less than 
his entire interest in the partnership or with respect to a partner 
whose interest is reduced, but such partner’s distributive share of items 
described in section 702 (a) shall be determined by taking into account 
his varying interests in the partnership during the taxable year. 
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6. Section 708 (b) (1) (B). Termination of a partnership on sale to 
another partner of an interest of 50 percent or more 


Section 708 (b) (1) (B) of the code provides that a partnership is to 
be considered as terminated if, within a 12-month period, there is a 
sale or exchange of 50 percent or more of the total interests in partner- 
ship capital and profits. 

The sale of a partnership interest to another partner will terminate 
the partnership if the interest sold is in excess of 50 percent of the 
total interest in the partnership capital and profits. However, no 
termination occurs where a partner’s interest is liquidated by making 
distributions to him of more than 50 percent of the partnership assets. 
This disparity of treatment places too much emphasis on form. The 
remaining partners can accomplish results identical to those where 
there has been a sale of partnership interest between partners merely 
by making additional contributions of property to the partnership 
and having the partnership make distributions to the withdrawing 
partner. To equate the tax consequences in these two cases the 
advisory group recommends that a partnership not be terminated by 
a sale (regardless of the percentage interest sold) to partners who have 
been members of the partnership for at least 12 months prior to such 
sale. 

The report of the Committee on Ways and Means in connection 
with this provision might also suggest that there should be a correlation 
of the treatment of a partner’s interest (with respect to the 12-month 
rule) in the case of a liquidation of an interest with the treatment 
accorded a sale of the partner’s interest to other partners under the 
proposed amendment to section 708 (b) (1) (B). 

Attention has also been called to the fact that section 708 (b) (1) (B) 
refers only to “a sale or exchange” occurring “within a 12-month 
period.”’ It is believed that this was intended to present a cumulative 
concept, adding together all sales or exchanges occurring within a 
12-month period. However, this is not entirely clear in the statute as 
the result of the reference only to ‘‘a sale or exchange.’”’ The advisory 
group suggests, therefore, that this provision be revised to refer to 
“sales or exchanges.”’ 

It is suggested that the advisory group’s recommendations for the 
revision of section 708 (b) (1) (B) might be carried out by amending 
the subparagraph to read along the following lines: 

(1) GENERAL RULE.—For purposes of subsection (a), a partnership shall 
be considered as terminated only if 

(A) * * * 

(B) within a 12-month period there are sales to or exchanges with 
persons other than partners who have been members of the partnership 
for a period of at least 12 months prior to such sales or exchanges, in the 
aggregate of 50 percent or more of the total interest in partnership 
capital and profits. : 

7. Section 735 (a). Character of gain or loss in the case of sales of gifts 
of distributed property 

Section 735 (a) provides that if a partnership distributes unrealized 
receivables or inventory items to a partner and he in turn sells or 
exchanges these receivables or inventory items, any gain realized by 
the distributee partner is to be ordinary income in the case of the 
inventory items if the distributee partner disposes of the items within 
5 years of the date of the distribution by the partnership and in the 
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case of unrealized receivables irrespective of how long after the dis- 
tribution the sale occurs. However, both in the case of unrealized 
receivables and inventory items, section 735 (a) refers to gain or loss 
“by a distributee partner.” Reading this literally would appear to 
indicate that a distributee partner could, for example, make a gift 
of the unrealized receivables or inventory items received by him and 
that his donee upon the sale of the receivables or inventory items 
would not be subject to the ordinary income treatment which would 
apply in the case of the distributee partner, were he to make such a 
sale. 

The advisory group believes that the type of income treatment 
accorded the donee in the case described above should be the same as 
that which would be accorded the donor. As a general rule the group 
recommends that the character of a gain or loss on the sale of 
unrealized receivables or substantilly appreciated inventory items 
distributed to a partner should be maintained through all subsequent 
transfers of the property where the basis of the transferor partner for 
the property is carried over to the transferee. This rule would be 
consistent with basic rules provided by present law and would prevent 
the avoidance of the provision in section 735 by giving away (or 
otherwise making a tax-free transfer of) the distributed property. 

Section 735 (a) in order to carry out the advisory group’s recom- 
mendation might be amended by inserting the following parentheses 
after the words ‘‘distributee partner’ in both paragraph (1) and 
paragraph (2): 

(or by a person whose basis for any property received from such distributee 
partner is determined in whole or in part by reference to the basis of such 
property in the hands of such distributee partner), 

Section 751. Unrealized receivables and inventory items 

The proposed amendment retains the basic approach and form of 
the present statute. The advisory group has considered several other 
approaches: (A) a “collapsible corporation” treatment patterned after 
section 341; (B) a complete repeal of the section, with full allowance 
of capital gain; and (C) a rule for complete fragmentation, requiring 
a partner to pick up any share of ordinary income attributable to 
him. The existing approach has been retained because it is con- 
sidered to afford the maximum simplicity of operation which is con- 
sistent with a safeguarding of the revenues. 

The proposed amendment makes several desirable substantive 
changes within the present statutory framework, and at the same 
time clarifies some ambiguities and simplifies some of the present 
statutory language. 

(a) Sale or exchange of partnership interest. The major substantive 
change in the proposed amendment of subsection (a) of section 751 
is to recognize complete capital gain when the partner’s ordinary 
income under the section does not exceed $1,000. The proposed 
amendment resolves an ambiguity under present law in the case 
where the partnership has section 751 property but where the partner 
does not have an overall gain on the sale of his interest; the statute as 
amended would be inapplicable in such a case. The proposed amend- 
ment also clarifies the allocation formula by phrasing it more nearly 
in conformity with the regulations. The convenient term “section 
751 property,” previously “adopted by the regulations, is defined in 
this subsection; the possible alternative of placing this definition in a 
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new subsection between (b) and (ce) is undesirable because it would 
change the letters of the present (c) and (d) 

(b) Distributions. The proposed amendment of subsection (b) 
makes no substantive change, but conforms the subsection to the use 
of “section 751 property” as defined in subsection (a). Consideration 
of substantive changes has been deferred for a comprehensive review 
of the general provisions governing partnership distributions. It is 
to be noted that the $1,000 limitation in subsection (a) is not made 
applicable to distributions, because it is expected that simpler and 
more effective relief in this area may be feasible. 

(c) Unrealized receivables. The proposed amendment of subsection 
(c) preserves the present rule that unrealized receivables are not to be 
merged with inventory items for the purpose of any qualifying per- 
centage test. Thus, except for the overall $1,000 limitation applic able 
under section 751 (a), a partner must report as ordinary income his 
gain attributable to any unrealized receivables. The amended 
definition, however, would clarify and limit the broad definition in the 
present statute. It is made clear that payments for uncompleted 
services and for undelivered goods do not encompass the area of good- 
will. On the other hand, the value of contractual rights to payment 
is included to the extent of services rendered and of goods on hand. It 
is assumed that the valuation of contractual rights will take into 
account, among other factors, the due date of payment, contingencies 
affecting the liability, the solvency of the payor, and anticipated 
expenses in performance. The amendment accomplishes a desirable 
correlation between unrealized receivables and inventory items, and 
clarifies the treatment of receivables for which the partnership has a 
basis. The inclusion of “‘property created by uncompensated serv- 
ices’ is intended to apply where inadequate compensation has been 
paid, to the extent of the excess value of the services. 

(2) Substantially appreciated inventory. The proposed amendment 
of paragraph (1) of subsection (d) preserves the objective of the present 
statute to measure inventory appreciation by the dual test of (a) ratio 
of increase in inventory value, and (6) ratio of inventory to total assets. 
The amendment, however, would replace this somewhat confusing 
and cumbersome test with a single formula which takes both factors 
into account; viz, the ratio of inventory gain to total net assets. A 
15 percent ratio is suggested as an approximation of the results under 
present law. For example, if a partner sells his partnership interest 
for $100,000, he must fragment his inventory gain if his inventory 
gain is more than $15,000. This formula, incidentally, closes the 
serious loophole under present law whereby real estate developers 
may avoid ordinary income on substantial appreciation through the 
use of mortgaged property. 

(e) Inventory items. The proposed amendment of paragraph (2) 
of subsection (d) makes it clear that the term “inventory items”’ 
includes section 306 stock and section 341 stock, and that it excludes 
short-term real property and depreciable business property. The 
amendment also eliminates the overlapping of inventory items and 
unrealized receivables. Another change under the amended statute 
would be to limit the present section 751 (d) (2) (C) to property owned 
by the partnership after the distribution. 

(f) Sales or distributions within 2 years of acquisition. The proposed 
new subsection (e) would afford an election to a selling or distributee 
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partner to compute his gain by attributing his acquisition cost to the 
appropriate section 751 assets. 

(g) Suggested revision of section. 'To accomplish the objectives set 
forth in the above discussion, the advisory group recommends that 
section 751 be amended to read substantially as follows: 


SEC. 751. UNREALIZED RECEIVABLES AND INVENTORY ITEMS 
(a) Sate oR ExcHANGE oF INTEREST IN PARTNERSHIP.— 

(1) GENERAL RULE.—Upon the sale or exchange of an interest in a partner- 
ship, any gain attributable to section 751 property shall be considered gain 
from the sale or exchange of property other than a capital asset. For the 
purpose of this paragraph, gain attributable to section 751 property shall 
be the amount by which the consideration attributable to such property ex- 
ceeds the portion of the partner’s basis for his interest in the partnership 
allocable to such property, but it shall in no event exceed the gain recognized 
on the sale or exchange of the interest in the partnership. 

(2) GAIN NoT IN ExcEss or $1,000.—The preceding paragraph shall apply 
only if the gain attributable to section 751 property exceeds $1,000. 

(3) SECTION 751 PROPERTY.—For the purposes of this subchapter, the term 
“section 751 property’? means unrealized receivables of the partnership, as 
defined in subsection (c), and inventory items of the partnership which have 
appreciated substantially in value, as defined in subsection (d). 

(b) CrertTAIN DISTRIBUTIONS TREATED AS SALES OR EXCHANGES.— 

(1) GENERAL RULE.—To the extent a partner receives in a distribution— 

(A) section 751 property in exchange for all or a part of his interest 
in other partnership property (including money), or 

(B) partnership property (including money) other than section 751 
property in exchange for all or a part of his interest in section 751 prop- 
erty, 

such transactions shall, under regulations prescribed by the Secretary or his 
delegate, be considered as a sale or exchange of such property between the 
distributee and the partnership (as constituted after the distribution). 

(2) Excreptions.—Paragraph (1) shall not apply to— 

(A) a distribution of property which the distributee contributed to 
the partnership, or 

(B) payments, described in section 736 (a), to a retiring partner or 
successor in interest of a deceased partner. 

(c) UNREALIZED RECEIVABLES.— 

(1) GENERAL RULE.—For the purposes of this subchapter, the term “‘un- 
realized receivables’? means the value, at the time of the sale, exchange, or 
distribution, of a right to payment for services, for inventory items, or for 
property created by uncompensated services, to the extent that such value 
was not previously includible in income of the partners under the method of 
accounting used by the partnership, and to the extent that such value exceeds 
the partnership’s basis for the right or item for which the right is receivable. 

(2) Limrrations.—In the case of a right to future payment for uncom- 
pleted services or of a right to payment for property created by uncompen- 
sated services, the value of the right shall not exceed the value of the services 
rendered prior to the time of the sale, exchange, or distribution. In the case 
of a right to payment for undelivered inventory items, the value of the right 
shall be ineludible only to the extent that the right is attributable to items 
owned by the partnership at the time of the sale, exchange, or distribution, 
without reduction by the value of such items. 

(d) InveNToRY ITeEMs WuicH Have APPRECIATED SUBSTANTIALLY IN VALUE.— 

(1) SUBSTANTIAL APPRECIATION.—Inventory items of the partnership shall 
be considered to have appreciated substantially in value if the amount by 
which their fair market value exceeds their adjusted basis to the partnership 
is more than 15 percent of the fair market value of all partnership property 
reduced by the liabilities of the partnership. 

(2) INVENTORY ITEMS.—For purposes of this subchapter the term ‘‘inven- 
tory items’? means— 

(A) any property of the partnership with respect to which the amount 
realized on sale or exchange by the partnership would be considered as an 
amount realized from the sale or exchange of property other than a 
capital asset, provided that the following properties shall be excluded 
from the definition of inventory items: 
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(i) accounts or notes receivable acquired in the ordinary course of 
trade or business for services rendered or from the sale of property 
described in section 1221 (1), 

(ii) property described in section 1231, 

(iii) property held for a period of six months or less which is used 
by the partnership in its trade or business, of a character which is 
subject to the allowance for depreciation provided in section 167, or 
real property used in the partnership’s trade or business, and 

(iv) any property for which a right to payment is includible in 
unrealized receivables pursuant to subsection (c), and 

(B) any other property held by the partnership which, if held by the 
selling or distributee partner, would be considered property of the type 
described in subparagraph (A), and not excluded by subsections (i) 
through (iv). In determining what constitutes inventory items for the 
purpose of applying subsection (b), this paragraph shall apply only with 
respect to property owned by the partnership after the distribution is 
made and with respect to which property the distributee partner has 
relinquished his interest in exchange for property distributed to him. 

(e) Sates oR DistRInUTIONS WITHIN Two YEARS OF ACQUISITION OF PART- 
NERSHIP INTEREST.—If a partner who sells or exchanges all or a part of his partner- 
ship interest or receives a distribution to which section 751 (b) applies, acquired 
such interest in whole or in part within two years prior to such sale, exchange, or 
distribution, and if the election under section 754 was not in effect with respect to 
such prior transfer, the transferor or distributee partner may elect, in accordance 
with regulations prescribed by the Secretary or his delegate, to determine his gain 
or loss attributable to the section 751 property as if the election under section 754 
was in effect with respect to such prior transfer. 


9. Section 752. Limitation on partner’s distributive share of losses 


Section 704 (d) provides that a partner’s distributive share of a 
partnership loss is to be allowed only to the extent of the partner’s 
adjusted basis for his interest in the partnership. Any excess loss is 
to be allowed as a deduction only when the excess is repaid to the 
partnership. On the other hand, section 752 provides in effect that 
an increase or decrease in a partner’s share of the liabilities of a partner- 
ship, or any increase of decrease in his individual liabilities as a result 
of a shift in liabilities between a partner and a partnership is to result 
in an increase or decrease in the adjusted basis of the partner’s interest 
in the partnership. 

Thus, under present law if a partnership incurs a liability with 
respect to a third party, there would be an increase in the partner’s 
basis for their interests, to the extent of their shares of that liability. 

The partners could then deduct their share of partnership losses 
against the basis acquired as a result of the liability as well as against 
any other basis they may have. However, it appears that if the 
liability is between a partnership and a partner (as distinguished from 
third persons) such liability has no effect on the partner’s basis for 
his interest and, therefore, cannot be used to offset a partner’s share 
of a partnership loss. 

The advisory group recommends where a partner is fully obligated 
to pay a liability to the partnership that he receive a basis for his 
interest to the extent of his obligation. This will ordinarily make 
any losses which may have given rise to the liability deductible in the 
year incurred. 

To carry out the recommendation of the advisory group both sub- 
section (a) and (b) of section 752 might be amended ie the insertion 
of a phrase immediately before the words “shall be considered.” 
In the case of subsection (a), which refers to an increase in partner’s 
liabilities, it would be indicated that “any increase in a partner’s 
liability to the partnership” also would be considered as a contribu- 
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tion of money by the partner to the partnership. In subsection (b) 
it would be indicated that ‘‘any decrease in a partner’s liability to 
the partnership” also would be considered as a distribution of money 
to the partner by the partnership. 


10. Section 755 (b). Allocation rules 


Section 755 (b) provides that in allocating the adjustment to basis 

under section 734 (b) or under section 743 (b)— 
* * * increases or decreases in the adjusted basis of partnership property arising 
from a distribution of, or a transfer of an interest attributable to, property 
consisting of — 
(1) capital assets and property described in section 1231 (b), or 
(2) any other property of the partnership, 
shall be allocated to partnership property of a like character * * * . 

This creates no problem in the case of an adjustment under section 
743 (b). However, it does create a problem ‘otal there is an adjust- 
ment to basis under section 743 (b) as the result of distribution of 
partnership property. The question is whether, in the case of a distri- 
bution of partnership property with the resultant adjustment to basis, 
the adjustment is to be allocated to property of the same class as the 
property to which the adjustment is attributable or is allocated to 
property of the same class as the distributed property. 

The regulations take the position that the adjustment is to be made 
to property of the same class as the property distributed. Gram- 
matically, this is probably a correct interpretation. The trouble arises 
because the comma preceds the words “property consisting of.” That 
comma as now located is the ending punctuation of the clause ‘‘or a 
transfer of the interest attributable to.”’ Strictly, then, the words 
“attributable to” are confined to section 743 (b) adjustments and have 
no application to a section 734 (b) adjustment where there has been 
a distribution of partnership property. 

The regulations may give illogical results. For example, if a 
partnership had capital assets or section 1231 property that had 
substantially appreciated in value, and assuming it had no unrealized 
receivables or substantially appreciated inventory, a distribution of 
cash in complete retirement of a partner’s interest would clearly be 
attributable to the increase in value of the capital assets or section 1231 
property. However, the regulations provide that since the distribu- 
tion was made in cash, the adjustment must be made to “any other 
property” rather than to capital assets and section 1231 property. 
Other examples could be given illustrating the unintended results 
that will flow from the interpretation by the regulations. 

: a is suggested that section 755 (b) should be amended to read as 
ollows: 


In applying the allocation rules provided in subsection (a), increases or decreases 
in the adjusted basis of partnership property arising from a distribution, or a 
transfer of an interest, attributable to property consisting of—* * * . 


The proposed amendment deletes the word ‘“‘of’’ following the word 
“distribution’’, inserts a comma after the word “interest”? and deletes 
a comma after the words ‘attributable to’’. 
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11. Section 761 (a). Exclusion of certain organizations from partner- 
ship provisions 

Section 761 (a) of present law creates two special categories of 
organizations which are permitted to be excluded from the application 
of all or part of subchapter K if all of the members so elect and if the 
income of such members can be adequately determined without the 
computation of partnership taxable income. The requirement that 
the organizations can be excluded from subchapter K only if the 
election is made by all the members creates serious practical difficul- 
ties. The election also may affect the substantive rights of the parties 
as between themselves and therefore may pose serious substantive 
legal probelms as well. 

Your advisory group has concluded that these problems may best 
be avoided by excluding all such organizations from the statutory 
definition of partnerships in the first instance. This conclusion 
is not inconsistent with the basic concept of partnerships, since the 
absence of a joint profit motive or the failure to conduct an active 
business would seem in the first instance to make such organizations 
more closely akin to cotenancies or coownerships than to partnerships. 
This proposed exclusion from subchapter K has not been made condi- 
ienak upon the income of all members being determinable without 
the necessity for calculating partnership taxable income, since 
the close resemblance of these organizations to cotenancies or co- 
ownerships should make such a condition unnecessary for the pro- 
tection of the revenue. 

The privilege granted such organizations to be treated as partner- 
ships under existing law has been preserved by allowing any such 
organization (as distinguished from the members) desiring to be so 
treated, for the purpose of all or a part of subchapter K, to so elect. 
If the organization elects to be treated as a partnership for all purposes 
of subchapter K, the Secretary or his delegate is authorized to prescribe 
the time and manner of election. If, however, the organization 
elects to be excluded from only a part of the subchapter, the Secretary 
or his delegate is also edit to prescribe the extent of such ex- 
clusion. 

In order to afford adequate protection for the revenue in the case 
of organizations which do not elect to be treated as partnerships for 
all or some part of subchapter K, the Secretary or his delegate is 
empowered to require, by regulations, the filing of such information 
with respect to the nature of the organization’s operations and the 
identity of its members as he shall deem necessary. It is contem- 
plated that the Secretary will require only such minimum reporting 
as will actually be of use in administering this provision and that 
regularly recurring annual information returns in respect of such 
organizations will be unnecessary for this purpose. 

To accomplish the foregoing recommendations it is suggested that 
section 761 (a) be amended to read substantially as follows: 


SEC. 761 (A). PARTNERSHIP.— 


(1) DEFINITION OF PARTNERSHIP.—For purposes of this subtitle, the term 
“partnership” includes a syndicate, group, pool, joint venture, or other unin- 
corporated organization through or by means of which any business, financial 
operation, or venture is carried on, and which is not, within the meaning of this 
title, a corporation or a trust or estate. 
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(2) ORGANIZATIONS EXCLUDED.—An unincorporated organization described in 
paragraph (3) shall be excluded from the application of all of this subchapter, 
unless it elects in the manner and at the time provided in regulations prescribed 
by the Secretary or his delegate, either 

(A) to be treated as a partnership, or 
(B) to be excluded from the application of part of this subchapter to the 
extent provided by such regulations. 

(3) DEFINITION OF EXCLUDED ORGANIZATIONS.—For purposes of paragraph (2) 
an unincorporated organization shall be such an organization availed of— 

(A) for investment purposes only and not for the active conduct of a 
business, or 

(B) for the joint production, extraction, or use of property, but not for 
the purpose of selling services or property produced or extracted. 

(4) INFORMATION REQUIRED.—If an organization described in paragraph (3) 
is excluded from the application of all of this subchapter, it shall file such infor- 
mation with respect to the nature of its operations and the identity of its members 
as shall be required by regulations to be prescribed by the Secretary or his delegate. 


O 





